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GENERAL ACCOUNTING OFFICE 
REPORT TO CARL LEVIN 
UNITED STATES SENATE 
AND JOHN CONYERS, JR. 
HOUSE OF REPRESENTATIVES 

NATURAL GAS PRICE INCREASES 
IN DETROIT 

DIGEST ------ 

Natural gas prices in the Detroit, Michigan, 
area increased, on average, $1.43 per 
thousand cubic feet, or 38 percent, from 
January 1981 to January 1983. Senator Carl 
Levin and Congressman John Conyers, Jr., asked 
GAO to analyze the factors responsible for the 
increase. (See pp. 3 and 31.) 

The Michigan Consolidated Gas Company 
(MichCon) is the distributor that sells gas to 
consumers in Detroit, Grand Rapids, Ann Arbor, 
Muskegon, and certain other Michigan communi- 
ties. MichCon's major suppliers during GAO's 
review were ANR Pipeline Company, Great Lakes 
Transmission Company, and Panhandle Eastern 
Pipe Line Company. GAO obtained and analyzed 
information primarily from these companies in 
order to identify the factors contributing to 
this price increase. (See pp. 1 to 5.) 

MichCon is regulated by the Michigan Public 
Service Commission. MichCon's three major 
suppliers are interstate pipeline companies 
subject to regulation by the Federal Energy 
Regulatory Commission. (See pp. 1 and 2.) 

AN OVERVIEW OF PRICE INCREASES 

Retail prices of natural gas in'Detroit 
consisted primarily of three major components: 
(1) the cost of gas purchased by the pipeline 
suppliers, (2) the pipeline companies' cost to 
transport gas from producing areas to MichCon's 
distribution area, and (3) MichCon's cost to 
distribute gas throughout Detroit and the rest 
of its service area. (See pp. 30 and 31.) 

The cost per thousand cubic feet to an average 
MichCon consumer increased $1.43, from $3.80 to 
$5.23, between January 1981 and January 1983. 
The increase was due to the cost of purchased 
gas (66 percent), transmission costs (20 percent), 
and distribution costs (14 percent). (See pp. 
30 to 32.) 
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Increases in gas purchase costs 

MichCon's pipeline suppliers obtained gas from 
three primary sources--the largest of these 
being domestic producers, followed by other 
interstate pipeline companies, and imports from 
Canada. Domestic gas production is subject to 
federal price controls established under the 
Natural Gas Policy Act of 1978. The act 
established a series of maximum legal prices 
for numerous categories of gas, depending on 
when and where the gas was found, when it was 
contracted for, and other factors. The price 
of gas purchased from other interstate pipe- 
lines is also subject to federal regulation. 
Prices for gas imported from Canada were 
established pursuant to a joint agreement 
between the United States and Canadian 
governments. (See PP. 19 to 27.) 

The pipeline companies' average cost of gas 
per thousand cubic feet to MichCon increased 
$1.?9, from $2.36 to $3.55, between January 
1981 and January 1983. This increase was 
generally due to (1) the depletion of old 
reserves and the addition of new reserves 
because the new gas was permitted a higher 
price under federal regulation and (2) higher 
prices for both old and new gas, as permitted 
under the federal regulation. (See pp. 19 to 
26.) 

Increases in transmission costs 

In addition to paying higher prices for gas, 
the pipeline companies incurred higher costs 
to transport the gas to MichCon. The com- 
panies' average transmission costs per 
thousand cubic feet increased $0.29, from 
"g";g5 to $0.94, from January 1981 to January 

The largest single factor influencing 
the& cost increases was operations and main- 
tenance expenses ($0.11). The remaining costs 
occurred due to increases in taxes, interest, 
and other factors. (See pp. 27 and 28.) 

In January 1983 these costs per thousand cubic 
feet ranged from the $0.45 charged by Great 
Lakes for interstate transmission of gas from 
the Canadian border to the $1.33 charged by 
ANR Pipeline for transporting domestic gas 
from Louisiana, Texas, and other states. (See 
p. 18.) 

ii 

.,:, 
‘:, : 

: ,J, ., 
(...j :, 

5 
,* / 

., - .:y _’ 



MichCon's pipeline suppliers' rates were 
designed to permit recovery of purchased gas 
costs and tran~~n~lission expenses and to earn a 
fair and reasonable rate of return on their 
investment. The amounts that were considered 
fair and reasonable were subject to review and 
regulatio'n by the appropriate regulatory 
body. (See pp. 19 to 21, 28, and 29.) 

Increases in distribution costs 

In addition to paying more to its suppliers, 
MichCon's costs to distribute the gas to its 
customers in Detroit and other communities in 
Michigan also increased. MichCon's average 
gas cost per thousand cubic feet increased 
from $3.01 to $4.49, while its distribution 
costs per thousand cubic feet increased $0.20, 
from $0.79 to $0.99, from January 1981 to 
January 1983. One-half of the increase 
($0.10) occurred in operations and maintenance 
expenses. The other half was due to taxes and 
other factors. (See pp. 14 and 19.) 

Lower sales were the dominant factor contri- 
buting to higher distribution costs. Many of 
MichCon's costs remain relatively unchanged 
when sales increase or decrease. Because 
MichCon's sales decreased, its costs were 
spread over fewer units, thereby increasing 
average unit costs. If MichCon's sales had 
remained constant, its distribution costs 
would have only increased $O,?O per unit. 
(See PP. 13 to 15.) 

AGENCY COMMENTS 

GAO did not seek written comments from any 
federal agency. GAO did, however, request 
comments from MichCon, ANR Pipeline, Great 
Lakes, and Panhandle Eastern. Each of the 
companies generally commented that GAO's 
analysis was thorough, objective, and 
accurate. (See p. 4.) 
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CHAPTER 'l 

INTROIDUCTION 

Substantial recent increases in natural gas prices and uncer- 
tainty about future prices have focused considerable congressional 
and public attention on natural gas issues. There has been 
continuing debate 'among the Congress, the administration, and the 
industry generally over what the national policy toward natural 
gas should be. The Congress is currently considering proposals to 
change federal regulation of natural gas pricing. 

Increases in natural gas prices have significantly affected 
the consumers of gas, the companies that supply them, and the 
government agencies that regulate such sales. Consumers seek 
relief from higher fuel bills. The companies face declining con- 
sumption because of higher prices. The regulatory agencies try to 
balance the interests of gas suppliers and users. 

STRUCTURE OF THE 
NATURAL GAS INDUSTRY 

Natural gas accounted for nearly 25 percent of the energy 
consumed in the United States in 1983. Overall, about 95 percent 
of this gas was produced domestically: the remaining gas was 
imported from Algeria, Canada, and Mexico. 

Gas is used throughout the economy. Nationwide, industry 
accounted for about 36 percent of all gas used in 1983, more than 
any other sector. Residences accounted for about 29 percent, 
where gas is the fuel used most often for home heating. The 
others are electric utilities (19 percent) and commercial estab- 
lishments (16 percent). 

The natural gas industry is comprised of three sectors-- 
distribution, transmission, and production--which are physically 
interconnected by a network of pipelines and mains nationwide. 
Companies in the various sectors may also be related through 
corporate affiliations. 

End-users typically buy their natural gas from the almost 
1,600 distribution companies nationwide. They are usually local 
public utilities, serving a specific market area and under the 
jurisdiction of a state or local regulatory body. Michigan 
Consolidated Gas Company (MichCon), the largest natural gas 
distributor in Michigan, serves Detroit and other communities 



throughout the state.l It also has facilities for storing gas 
and operates an intrastate pipeline. MichCon's operations in 
Michigan are regulated by the Michigan Public Service Commission. 

Distributors buy most of their natural gas from transmission 
or pipeline companies which transport gas from producing areas to 
consumin 

9 
areas. 

Company, 
MichCon purchased gas in 1983 from ANR Pipeline 

Panhandle Eastern Pipe Line Company, and Great Lakes 
Gas Transmission Company, 3 of the 139 interstate pipeline 
companies which are regulated by the Federal Energy Regulatory 
Commission (FERC). Intrastate pipeline companies in the producing 
states are generally subject to state regulation. 

Pipeline companies obtain gas they transport from independent 
domestic producers, other pipeline companies, foreign sources, and 
their own production. Producers are thousands of large, medium, 
and small companies which explore for, drill for, and produce 
gas. 
tion.3 

All domestic production is subject to federal price regula- 
Texas, Louisiana, Oklahoma, New Mexico, and Kansas--in 

descending order-- accounted for about 87 percent of domestic 
production in 1982 (the latest available data). Michigan's 
production was less than l percent in 1983. 

ANR Pipeline, MichCon's major supplier, obtained over 80 
percent of its gas supply from producers operating in the major 
producing areas in the United States. Panhandle Eastern purchased 
most of its supply from producers operating in Texas, Oklahoma, 

IPrior to January 1, 1982, MichCon was affiliated with ANR 
Pipeline Company, its major supplier of natural gas. American 
Natural Resources Company, a Michigan corporation, owned all of 
the common stock of both MichCon and ANR Pipeline. In October 
1981 American Natural Resources organized Primark Corporation 
for the primary purpose of becoming the parent of MichCon. On 
December 7, 1981, American Natural Resources transferred all of 
MichCon's common stock to Primark. On December 31, 1981, the 
shares of Primark's common stock were distributed to the holders 
of common stock of American Natural Resources, and Primark became 
a publicly owned corporation. American Natural Resources' 
divestiture of Primark Corporation ended the affiliation that 
existed between the Detroit distributor and its major supplier. 

2ANR Pipeline Company was known as Michigan Wisconsin Pipe Line 
Company prior to January 1, 1984, when its name was formally 
changed. 

3Until January 1, 1985, federal ceilings limited the prices that 
could be paid for almost all domestic production, but prices for 
a small proportion were not controlled. A substantial quantity 
of gas that was formerly subject to price controls was decon- 
trolled on January 1, 1985. Production may also be subject to 
regulation at the state level, with respect to prices and levels 
of production. 
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Kansas, and adjacent areas. Great Lakes, an ANR Pipeline 
affiliate, obtained its gas supply from Canadian sources. 

OBJECTIVE, SCOPE, AND METHODOLOGY 

This report was prepared in response to separate requests 
from Senator Carl Levin and Congressman John Conyers, Jr. Senator 
Levin's November 30, 1982, letter asked us to conduct a study of 
natural gas pricing, supplies, and regulation. Congressman 
Conyers' January 27, 1983, letter asked us to look at consumer 
prices and the prices charged by transmission companies to 
distributors in the Detroit area. Based on these letters and 
subsequent agreements with the requestors' offices, we 

--briefed Senator Levin's office on various aspects of the 
natural gas industry and issues relating to recent natural 
gas price increases; 

--briefed Congressman Conyers' office on various aspects of 
the natural gas industry and issues relating to recent 
natural gas price increases in Detroit; 

--testified on natural gas price increases in Detroit before 
the Subcommittee on Commerce, Consumer and Monetary 
Affairs, House Committee on Government Operations, on May 
9, 1983 in Detroit, Michigan; and 

--prepared this report. 

Our objective in this review was to identify factors which 
contributed to increased prices paid by MichCon's Detroit 
customers for natural gas service between January 1981 and January 
1983. The time periods selected for comparative analysis were the 
months of January 1981 and January 1983. These time periods are 
so noted throughout this report. Since some data are commonly 
compiled and tabulated on an annual basis, periodic reference is 
made to annual data. In these instances the year in question is 
noted simply as 1981 or 1983. 

We relied largely on information provided by MichCon, its 
suppliers, and the Michigan Commission. We did not independently 
verify the accuracy of these data. The financial data on which we 
relied are not adjusted for inflation. We did not evaluate the 
appropriateness or effectiveness of actions by any government 
agency or private party, nor do we make recommendations. 

This report is based in part on our previous work in the 
natural aas area. The reports which we used include: Natural Gas_ 
Price In&eases: A Preliiinary Analysis, (GAO/RCED-83-76, Dec. 9, 
1982); Information on Contracts Between Natural Gas Producers and 
Pipeline Companies, (GAO/RCED-83-5, Feb. 22, 1983); State and 
Local Response !s to Natural Gas Price Increase, (GAO/RCE 5D-83-142, 
Apr. 25, 1983); Natural Gas Price Increases in Kansas City, 
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(GAO/RCED-84-77, Feb. 10, 1984); and Natural Gas Price Increases 
in Los Angeles, (GAO/RCED-84-178, July 31, 1984). 

Quantities of natural gas are often measured on the basis of 
volume. Frequently used measures include thousand cubic feet 
(Mcf) and billion cubic feet (Bcf). Alternatively, gas may be 
measured on the basis of heat content, in terms of British thermal 
units. A million British thermal units are approximately 
equivalent to an Mcf. For ease of presentation, we used only 
volume measures of natural gas in.this report. 

The information in the following chapters is organized to 
follow the Detroit natural gas consumer's dollar from the burner 
tip through the distributor and the pipeline to the producer. 

--Chapter 2 discusses natural gas customers and rates in 
Detroit. 

--Chapter 3 discusses the distribution of natural gas in 
Detroit. 

--Chapter 4 discusses the transmission of natural gas to 
Detroit. 

--Chapter 5 presents an overview of price changes in 
Detroit. 

Except as noted above, this review was conducted in accord- 
ance with generally accepted government auditing standards. It 
was performed during the period from February 1983 through 
September 1984. 

AGENCY COMMENTS 

GAO did not seek written comments from any federal agency 
because the report contains no analysis, conclusions, or recommen- 
dations about any actions by a federal government agency. We did, 
however, obtain written comments from MichCon and ANR Pipeline. 
(See apps. I and II, respectively). Great Lakes and Panhandle 
Eastern chose not to submit written comments, but provided oral 
comments. Both the written and oral comments were incorporated 
where appropriate. Each of the companies generally commented that 
our analysis was accurate, fair, and thorough. 
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CEAPTER 2 

NATURAL' GAS CUSTOIMERS AND RATES IN DETROIT 

MichCon was the largest natural gas distributor in Michigan 
in 1983, serving over 1 million customers. About 63 percent of 
MichCon's gas sales revenues, excluding sales to other gas 
distributors and pipeline companies, were derived from sales in 
the Detroit metropolitan area.l MichCon customers include indus- 
trial and commercial concerns as well as residences. Each of 
these retail customer classes substantially reduced consumption 
between 1978 and 1983 as MichCon's retail sales dropped from 450.1 
Bcf to 308.5 Bcf. 

The Michigan Commission is responsible for reviewing and 
regulating the rates that MichCon charges each of its.customer 
classes. Natural gas rates to Detroit customers increased 37 to 
40 percent, depending on customer class during the 2-year period 
ending January 1983. 

This chapter presents information on the company's customers 
and sales and the rates it charged end-users. 

GAS SALES AND CUSTOMER CLASSES 

MichCon provides two types of service to its three major 
customer classes. Firm service, offered to residential, 
commercial, and most industrial customer classes, provides assured 
availability even during periods of peak demand. Interruptible 
service is made available under agreements that permit curtailment 
of deliveries when gas is needed for firm service, usually during 
peak use in winter. Interruptible service is offered to large 
volume industrial users at a lower rate than firm service. The 
interruptible customers must have standby facilities that enable 
them to switch to an alternative fuel--such as residual fuel 
oil--during a curtailment or interruption of the natural gas 
service. When the price of residual fuel oil drops below the 
energy-equivalent price of natural gas, changes to oil use are 
easily and quickly made in the industrial plants which already 
have installed oil-burning equipment. 

Although residential users represented more than 93 percent 
of the company's customers in 1983, they accounted for only about 
44 percent of the gas sold by MichCon. Industrial customers 
represented less than 1 percent of the customers, but accounted 
for 22 percent of the gas volumes sold. Nearly one-half of the 
sales to the industrial market were made to three automobile 

l#ichCon also distributes gas in Grand Rapids, Ann Arbor, 
Muskegon, and various communities in the central and northern 
portions of Michigan's lower peninsula and the central and 
eastern portions of the upper peninsula. 
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companies and three steel producers. Table 1 provides information 
on customers, sales of gas, and gross revenue from gas sales by 
customer classification for 1981 and 1983. 

Table 1 

MichCon's Customers, Sales, and Revenues 
by Class of Customer for 1981 and 1983 

Average number 
of customers Volume of sales Revenue 

1981 1983 1981 1983 1981 1983 
---(in Bcf)---- -(in millions)- 

Customer 
class 

Residential 977,520 968,452 162.6 151.7 $ 677 $ 888 
Commercial 70,460 68,296 92.1 82.8 374 472 
Industrial 1,222 1,135 109.6 74.0 425 404 
Other 3 7 2.2 12.0 9 39 

Total 1,049,205 1,037,890 366.5 320.5 $1,485 $1,803 

Source: Michigan Consolidated Gas Company. 

The decline in sales between 1981 and 1983 represented a 
continuation of a trend that began in 1978. (See table 2.) 
The company experienced a 134.9 Bcf (30 percent) decline in the 
volume of natural gas sold between 1978 and 1983. Gas sales to 
residential users declined 19.3 Bcf (11 percent), while sales to 
commercial and industrial customers declined 34.7 Bcf (30 percent) 
and 87.6 Bcf (54 percent), respectively. In fact, the only 
customer class that experienced a positive change in sales from 
1978 to 1983 was sales to the other category (comprised mostly of 
intrastate distributors) which experienced a 6.7 Bcf increase. 

Table 2 

MichCon's Sales by Customer Class 
from 1978 Through 1983 

Year Residential Commercial Industrial Other Total 
------------------------(in Bcf)------------------------- 

1978 171.0 117.5 161.6 5.3 455.4 
1979 180.0 105.4 159.4 4.5 449.3 
1980 176.6 102.2 115.7 3.6 398.1 
1981 162.6 92.1 109.6 2.2 366.5 
1982 159.4 88.2 84.0 2.3 333.9 
1983 151.7 82.8 74.0 12.0 320.5 

Source: Michigan Consolidated Gas Company. 

6 



According to MichCan, the decline in sales to the residential 
and commercial customers reflected conservation efforts in re- 
sponse to increasing gas prices. The decline in industrial gas 
sales was almost evenly divided between plant closings and conver- 
sions to other fuels. More than half of the fuel conversions were 
to coal, which is viewed by MichCon as a permanent industrial load 
loss. The remaining conversions were generally to residual fuel 
oil by industrial customers with alternative fuel-burning capabil- 
ity. 

END-USER RATE STRUCTURE 

The Michigan Commission determines the revenues that MichCon 
needs to provide for its operating expenses, interest, and return 
on equity and then approves a rate structure designed to meet 
those revenue requirements. The Michigan Commission bases its 
decision on MichCon's sales, costs, net investment in. facilities, 
and authorized rate of return. The end-user rate structure which 
the Michigan Commission authorized is exclusive of the cost of gas 
charged by MichCon's suppliers. In other words, the Michigan 
Commission concerns itself primarily with distribution costs in 
authorizing the end-user rate structure. It generally treats the 
distributor's cost of purchased gas as an external cost. The cost 
of gas represents approximately 80 percent of end-user rates, the 
majority of which is subject to FERC's jurisdiction. 

End-user rates consisted of a monthly customer charge-- 
regardless of the volume of gas consumed--and a commodity 
charge-- which applied to each unit of gas consumed. Rates to 
customers in Detroit for January 1981 and January 1983 are shown 
in table 3. 
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Table 3 

MichCon*s Rates in January 1981 and January 1983 

Type of service 

Residential 

,Ja~nuary 1981 January 1983 
Monthly Ca'mmodity Monthly Commodity 
customer charge customer charge 

charge per Mcf charge per Mcf 

$ 4.00 '$3.69a $ 5.25 $5.13b 

Commercial 8.00 3.81 10.00 5.32 

Industrial: 
Firm 400.00 3.72 500.00 5.19 
Interruptible 625.00 3.54 750.00 4.95 

aThe commodity charge was $3.69 per Mcf for the first 10 Mcf each 
month, $3.49 per Mcf for 10.1 to 30 Mcf, and $3.99 per Mcf for 
quantities over 30 Mcf. 

bThere was an additional commodity charge of $0.25 per Mcf for 
quantities over 10 Mcf sold during June, July, August, or 
September. 

Source: Michigan Consolidated Gas Company. 

Both the monthly customer charges and the commodity charges 
for each customer class increased during the 2-year period ending 
January 1983. Residential customers' commodity rates per Mcf 
increased from $3.69 to $5.13, or 39 percent. Commercial 
commodity rates per Mcf increased from $3.81 to $5.32 (40 
percent). Firm industrial commodity rates per Mcf increased from 
$3.72 to $5.19 (40 percent), while interruptible industrial rates 
increased from $3.54 to $4.95 (40 percent). 

The average revenue (including both customer and commodity 
charges) collected from each customer class increased between 
January 1981 and January 1983. Our analysis shows that gas prices 
increased 37 to 40 percent during the 2-year period, depending on 
the type of service, as shown in table 4. Price increases ranged 
from $1.40 to $1.51 per Mcf. 
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Table 4 

MichCon'er Ayerage Rates for the 
2-year Peri& Ending January 1983 

Price per Mcf 
January January 

Type of Service 1981 1983 

Residential $3.80 $5.31 $1.51 40 

Commercial 3.87 5.33 

Industriala 3.75 5.15 

Increase in Price 
Per Mcf Percent 

1.46 38 

1.40 37 

aIncludes both firm and interruptible service. 

Source: Based on information from Michigan Consolidated Gas 
Company. 

SUMMARY 

MichCon, the largest natural gas distributor in Michigan, 
served over 1 million customers in 1983, which were principally 
located in the Detroit metropolitan area. 

The volume of gas sold by MichCon declined from 1981 to 1983, 
but its revenues increased. The number of customers within each 
of MichCon's three major customer classes (residential, commer- 
cial, and industrial) also declined. 

The rates charged by MichCon to each of its customer classes 
are subject to regulation by the Michigan Commission. Although 
these rates increased from 37 to 40 percent (depending on the 
customer class involved) during the a-year period from January 
1981 to January 1983, approximately 80 percent of this increase 
was attributable to the increase in the cost of gas. 



CHAPTER 3 

DISTRIBUTION OF NATURAL GAS IN DETROIT 

MichCon acquires its natural gas supplies from three major 
interstate pipelines, local producers, and its own production. In 
addition to its gas purchases, MichCon incurs distribution 
expenses. The Michigan Commission reviews MichCon's costs and 
allows the company a rate of return on equity. The details of the 
price increases to Detroit customers are shown in table 5. 

Table 5 

Price Increases per Mcf to MichCon's Customer 
Classes for the 2-Year Period Ending 

January 1983 

Type of service 

Residential: 
Payments to suppliers 
Distribution costs 
Price to end-user 

Commercial: 
Payments to suppliers 
Distribution costs 
Price to end-users 

Industrial: 
Payments to suppliers 
Distribution costs 
Price to end-user 

Components of price 
January January 

1981 1983 

$3.01 $4.24 
0.91 1.17 

$3.92 $5.41 

$3.01 $4.24 
0.82 1.04 

$3.83 $5.28 

$3.01 $4.24 
0.64 0.74 

$3.65 $4.98 

Increase 

$1.23 
0.26 

$1.49 

$1.23 
0.22 

$1.45 

$1.23 
0.10 

$1.33 

Source: Michigan Consolidated Gas Company. 

This chapter provides information on MichCon's purchased gas 
costs, distribution costs, and rate of return on equity. 

SOURCES AND COSTS OF GAS 

MichCon purchased natural gas under long-term contracts from 
ANR Pipeline, Panhandle Eastern, Great Lakes, local independent 
producers, and its own production. Table 6 sets forth details of 
MichCon's gas purchases for 1981 and 1983. 
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Source 

Table 6 

MichCcn's Gas Purchases by Source and Cost 
per Me;f in 1981 and 1983 

1981 1983 
Purchases cost Purchases cost 

Quantity Per- per Quantity Per- 
in Rcf 

per 
cent Mcf in Bcf cent Mcf - - 

Pipeline suppliers: 
ANR 288.3 68 $3.39 248.9 69 $4.46 
Panhandle Eastern 50.2 12 2.49 34.8 10 4.29 
Great Lakes 14.9 3 5.34 11.3 3 5.17 

Michigan producers 70.9 17 2.40 65.1 . 18 3.24 

Total purchasesa 424.3 100 3.19b 360.1 100 4.25b 
- 

aExcludes negligible volumes of owned production. 

bWeighted average. 

Source: Michigan Consolidated Gas Company. 

MichCon bought its gas from pipeline suppliers at the 
FERC approved rates then in effect and, in turn, applied to the 
Michigan Commission to recover its purchased gas costs. MichCon 
was permitted to recover the cost of purchased gas through a 
provision in its tariff called a purchased gas adjustment (PGA) 
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clause, which was similar to provisions under FERC regulations.' 
The PGA clause allowed the distributor to recover costs periodi- 
cally. According to a MichCon spokesperson, the clause was 
intended to prevent cash-flow problems for the company and reduce 
the number of full-scale rate proceedings. The PGA was intention- 
ally designed to recover less than a dollar-for-dollar recovery as 
an incentive to reduce costs. 

Increases in the price of gas paid to pipeline suppliers or 
intrastate producers were recovered by MichCon through a PGA 
filing with the Michigan Commission. Each month MichCon d ter- 
mined the weighted average cost per Mcf of its gas supply. s The 
computation was based on acquisition costs incurred in purchasing 
or producing gas. Also, the computation was adjusted to reflect 
gas placed into storage or removed from storage. The final 
weighted average cost per Mcf was incorporated through the PGA 
mechanism in the rates charged all end-users in Detroit. The 
January 1983 rates charged to end-users in Detroit reflected PGA 
filings made by MichCon through November 1982. 

The rates posted by ANR Pipeline, MichCon's major supplier, 
had the most impact in determining the weighted average cost of 
natural gas. Other sources had lesser influence depending on the 
proportion each supplied. The suppliers' average rates to MichCon 
for January 1981 and January 1983 are shown in table 9 on page 18. 

'According to MichCon, in October 1982 the Michigan state 
legislature passed legislation abolishing the PGA and permitted 
the Michigan Commission to adopt new gas cost recovery procedures 
under which a gas utility is allowed to recover the cost of gas 
sold if the Michigan Commission determines that such costs are 
reasonable and prudent. The new gas cost recovery (GCR) plan 
differs from the PGA in that it is not automatic in nature and 
requires at least an annual review by the Michigan Commission. 
On November 2, 1982, Michigan voters approved two ballot 
proposals which would amend, in different ways, certain 
provisions of Michigan law concerning rate increases. Both 
proposals provided for the abolition of automatic PGA clauses. 
Accordingly, cost of gas rates were frozen at the November 1982 
PGA level. On December 3, 1982, MichCon filed an application 
with the Michigan Commission, under the new GCR law, requesting 
authorization to implement a new GCR clause and rate factors to 
recover anticipated increases in the cost of gas during 1983. On 
April 1, 1983, MichCon put into effect for the first time rates 
that were authorized under the GCR plan. 

2Gas use is greater in the winter months than the summer months. 
To prepare for this peak winter usage, MichCon purchases more gas 
than it needs during the summer and places this gas in storage 
fields for withdrawal and sale during the winter. 
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The weighted average cost of natural gas increased from $3.01 
per Mcf in January 1981 to $4.49 per Mcf in January 1983. The 
average cost of $3.01 per Mcf was reflected in the rates charged 
Detroit customers on January 31, 1981. The rates charged cus- 
tomers on January 31, 1983, however, reflected a gas cost of $4.24 
per Mcf, or $0.25 per Mcf lower than the actual weighted average 
cost. This difference occurred because the PGA adjustments were 
frozen at the November 1982 level and gas cost increases experi- 
enced by MichCon in December 1982 and January 1983 were not im- 
mediately passed on to its customers. 

DISTRIBUTION COSTS 

Distribution costs incurred by MichCon were incorporated into 
the rates charged its Detroit customers. The company's rates in- 
cluded a provision for its operations and maintenanceeexpenses, 
depreciation,.interest, taxes, and return on equity. Also 
included was provision for the company-owned and -operated storage 
fields that were used to provide storage services to others and to 
supplement MichCon's supply sources during the winter. The 
Michigan Commission reviewed these items during rate proceedings 
and provided for their recovery. 

The changes in the various cost categories that occurred 
during the 2-year period ending January 1983 are shown in table 7. 
The biggest increase--$O.lO per Mcf-- occurred in operations and 
maintenance costs. This category, which is exclusive of purchased 
gas costs, includes labor costs, supplies, and uncollectible 
accounts. Other categories each increased $0.03 per Mcf or less. 
Return on equity, which represents MichCon's profits, increased 
$0.02 per Mcf. 



Table 7 

MichCon's Distribution Costs 
per Mcf in January 1981 and January 1983 

Cost cateqory 

Operations and maintenance 

January January 
1981 1983 Increase 

'$0.35 $0.45 $0.10 

Depreciation . 10 .ll .Ol 

Interest .09 .lO .Ol 

Income taxes .08 . 11 .03 

Other taxes .07 .09 .02 

Dividends on preferred 
stock .Ol .02 .Ol 

Return on common equity .09 .ll .02 

Total $0.79 $0.99 $0.20 
- 

Source: Michigan Consolidated Gas Company. 

The distribution unit costs increased during the 2-year 
period ended January 1983. The analysis showing the composition 
of the distribution costs for January 1981 and January 1983 was 
based on the cost of service authorized by the Michigan Commission 
which was reflected in the actual rates charged MichCon customers 
during those 2 months. Increased costs amounted to $0.20 per Mcf 
during the 2-year period. 

Distribution costs were not spread evenly over all classes of 
customers. During the period of our review, the residential cus- 
tomers were assigned the highest cost per Mcf and the industrial 
customers were assigned the lowest cost per Mcf. The costs 
assigned to each class of customer were based in part on the 
actual cost of providing service to that class. MichCon's rate 
design was also based in part on a continuation of historical rate 
relationships. Table 8 shows the distribution costs as approved 
by the Michigan Commission that were reflected in the rates that 
were in effect in January 1981 and January 1983. 
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Table 8 

MichCon's Distrkb'ution Co$#ts per Mcf by Customer Class 
in Je~qlary I$@'1 and January 1983 

Date 
Systemwide 

avvaarage Residential Commercial Industrial 

January 1981 $0.79 $0.91 $0.82 $0.64 

January 1983 0.99 1.17 1.04 0.74 

Source: Michigan Consolidated Gas Company. 

Lower sales were the dominant factor contributing to higher 
distribution costs. Although sales may increase or decrease, many 
distribution costs remain relatively unchanged. Because sales 
decreased significantly during our review period, there were fewer 
units over which the company was able to recover its distribution 
costs. Accordingly, the increase in the systemwide distribution 
costs would have been $0.10 per Mcf had gas sales remained 
constant. The additional $0.10 per Mcf was the result of lower 
sales volumes by MichCon. Operation and maintenance expenses 
represent the greatest portion of the increase in distribution 
costs. According to a MichCon official, factors contributing to 
this increase, in addition to the decline in sales, include a 
substantial increase in uncollectible accounts expense, increased 
labor costs, and inflation. 

RATE OF RETURN 

The return on stockholders' common equity is considered a 
part of the distributor's cost of service. During a general rate 
case, the Michigan Commission would usually deliberate on the rate 
of return to be allowed on common equity. The Michigan Commis- 
sion's decision did not guarantee the company a specific rate of 
return, but rather provided the distributor the opportunity to 
earn an equitable return on its invested capital. If the Commis- 
sion's assumptions and judgments regarding sales and costs proved 
to be inaccurate, the company would earn more or less than the 
targeted profit. 

The Michigan Commission allowed MichCon a return on common 
equity of 13.25 and 14.82 percent for 1981 and 1983, respectively. 
However, MichCon was not successful in earning its authorized 
average rate of return on common equity in either year. The 
company earned 9.5 percent in 1983 and 5.8 percent in 1981. The 
company attributed its failure to earn its authorized rate of 
return to significant decreases in sales volumes not fully 
reflected in the rates approved by the Commission. 
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MichCon's distribution activities3 earned $0.06 per Mcf for 
1983 compared with $0.03 per Mcf in 1981. According to MichCon, 
rate increases coupled with tight cost controls enabled the 
company to increase earnings despite declining gas sales. 

SUMMARY 

MichCon's major supplier was ANR Pipeline. Other pipeline 
suppliers were Panhandle Eastern and Great Lakes. MichCon 
obtained a significant portion of its gas supply by direct 
purchases from independent producers located in Michigan. 

The Michigan Commission generally allowed MichCon to pass 
increases in its gas costs to the end-users as they occurred. The 
pass-through of gas costs caused price increases to each category 
of Detroit customer of $1.23 per Mcf. The pass-through accounted 
for 83 to 92 percent of the price increase that occurred during 
the period. In addition, the distributor was permitted by the 
Michigan Commission to increase its rates in recognition of the 
higher costs incurred for the distribution of gas. The decisions 
of the state authorities caused price increases ranging from 
$0.10 to $0.26 per Mcf for the various customer classes. Thus, 
increases in distribution costs accounted for the remaining 8 to 
17 percent of the price increase. 

The utility division of MichCon earned $0.06 per Mcf and 
$0.03 per Mcf in 1983 and 1981, respectively. The company, 
however, earned a rate of return on stockholder equity that was 
significantly less than the rate authorized by the Michigan 
Commission. 

3Includes only earnings attributable to distribution 
activities-- not field storage or intrastate transmission 
activities. 
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CHAPTER 4 

TRANSMIS'SIQN OP NATURAL GAS TO DETROIT 

ANR Pipeline supplied approximately 69 percent of MichCon's 
gas for 1983. Panhandle Eastern and Great Lakes supplied an 
additional 10 and 3 percent of the total requirement, respect- 
ively. Also, MichCon obtained 18 percent of its supply needs by 
direct purchases from independent producers operating in Michigan. 

Rates charged by the pipeline companies provided for the 
recovery of both purchased gas costs and transmission costs. Pur- 
chased gas costs represented payment to producers and other trans- 
mission companies for the acquisition of the natural gas. Trans- 
mission costs included a provision for operation and maintenance 
expenses (including fuel usage), depreciation, interest, taxes, 
and a return on preferred and common equity. 

The cost incurred by MichCon's suppliers in purchasing gas 
from producers and other transmission companies increased consi- 
derably in the 2-year period ending January 1983. Transmission 
costs also increased during the period. The pass-through of these 
costs caused price increases to MichCon of 41 percent ($3.01 to 
$4.24 per Mcf) 1 for gas that was ultimately resold to end-users, 
as shown in table 9. 

'As noted on pages 15 and 16 not all of MichCon's costs were 
passed through to its customers. Although MichCon's purchased 
gas cost was $4.49 per Mcf, its cost pass-through was only 
$4.24 per Mcf. 
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Table 9 

Pipeline Suppliers' Average Rate Increases to 
MichCon for the 2-Year 

Period Endina Januarv 1983 

Supplier 

ANR Pipeline: 
Purchased gas costs 
Transmission costs 
Price to 

distributor 

Panhandle Eastern: 
Purchased gas costs 
Transmission costs 
Price to 

distributor 

Great Lakes: 
Purchased gas costs 
Transmission costs 
Price to 

distributor 

Intrastate producers: 
Purchased gas costs 
Transmission costs 
Price to 

distributor 

All suppliers: 
Purchased gas costsb 
Transmission costsb 
Price to 

distributor 

Cost per Mcf 
Januarv January 

1981- 

$2.32 
0.89 

$3.21 

1983- 

$3.28 
1.33 

$4.61 

Increase 

$0.96 
0.44 

$1.40 

$1.74 
0.52 

$2.26 

$4.45 
0.34 

$4.79 

$3.05 
1 .oo 

$4.05 
- 

$4.90 
0.45 

$5.35 

$1.31 
0.48 

$1.79 

$0.45 
0.11 

$0.56 

$2.22 

$2.22 

$3.08 

$3.08 

$0.86 

$0.86 

$2.36 $3.55 $l.f9 80 
0.65 0.94 0.29 20 

$3.01 $4.49 $1.48 100 

aBecause MichCon takes delivery of this gas at the wellhead with 
its own pipeline system and distributes it to customers in 
adjacent service areas, transmission costs are negligible. Any 
costs that are incurred are absorbed in MichCon's operation and 
maintenance expenses. 

Percent 
increase 

69 
31 

100 
- 

73 
27 

100 
- 

80 
20 

i-m 
- 

bWeighted average. 

Source: ANR Pipeline Company, Panhandle Eastern Pipe Line 
Company, Great Lakes Transmission Company, and Michigan 
Consolidated Gas Company. 

18 



PURCHASED GAS COSTS 

MichCon's pipeline suppliers obtained their gas from many 
sources. ANR Pipeline obtained its gas supply from major 
producing areas in the United States and Canada. In 1983 about 
86 percent of its supplies were purchased from producers operating 
in Louisiana, Texas, Oklahoma, Wyoming, Kansas, Mississippi, and 
Texas and Louisiana'offshore areas. The company purchased gas 
from over 1,700 natural gas producers under more than 2,800 
contracts. The company also purchased 14 percent of its gas 
supplies from other pipeline companies. 

Panhandle Eastern obtained its gas supply primarily from 
producers operating in Texas, Oklahoma, and Kansas. Panhandle 
Eastern also purchased substantial quantities of gas from its 
principal subsidiary, Trunkline Gas Company. Panhandle Eastern 
and Trunkline made separate filings to FERC on rate matters and, 
accordingly, Panhandle Eastern's purchases from Trunkline were 
made at rates in effect under tariffs on file with FERC. 

Great Lakes purchased all of its gas supplies from Trans- 
Canada Pipelines Limited. All the gas purchased was Canadian gas 
at rates established by the Canadian government pursuant to a 
joint agreement between the United States and Canadian 
governments. 

The purchases from producers by MichCon, ANR Pipeline, and 
Panhandle Eastern are governed by the Natural Gas Policy Act of 
1978 (NGPA). The act established eight major price categories, 
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covered by sections 102 through l09,2 and additional sub- 
categories depending on when a well is drilled, how deep the well 
is, when and where the gas was contracted for, and other 
criteria. 
widely. 

Maximum allowable prices for these categories vary 

FERC allows pipelines to adjust their rates semiannually to 
reflect changes in the cost of purchased gas. A pipeline 
company's request to change its rates to reflect purchased gas 
costs is known as a PGA filing. .PGA filings are placed into 
effect subject to FERC's review and approval. 

ANR Pipeline, Panhandle Eastern 
5 

and Great Lakes made semi- 
annual PGA filings in 1981 and 1983. These filings permitted 
the pipeline suppliers to establish rates that enabled them to 

2The NGPA's definitions of the major price categories are 
complicated. The following definitions are general descrip- 
tions only. Section 102 covers gas from new onshore reser- 
voirs, new wells at a minimum distance or depth from an exist- 
ing well, and certain Outer Continental Shelf reservoirs. 
Section 103 covers gas produced from new onshore production 
wells less than a minimum distance and depth from an existing 
well. Section 104 covers gas from wells dedicated to inter- 
state commerce as of the date of enactment of NGPA. Section 
105 covers gas under existing intrastate contracts as of the 
date of enactment. Section 106 covers gas under "rollover 
contracts," both inter- and intrastate; such a contract is 
entered into on or after the date of enactment for gas that was 
subject to an earlier contract that expired at the end of a 
fixed term. Section 107 covers high-cost natural gas, from 
wells at a depth of 15,000 or more feet and three other sources 
specified in the act or from other sources determined by FERC 
to present extraordinary costs or risks. Section 108 covers 
gas from "stripper" wells producing an average of 60 Mcf per 
day or less during a go-day production period or more than 60 
Mcf per day because of recognized enhanced recovery techni- 
ques. Section 109 covers gas not covered by any other price 
provision. 

31n 1983 ANR Pipeline had three PGA filings, effective May 1, 
July 1, and November 1; the July 1 out-of-cycle PGA reflected a 
$0.10 per Mcf reduction in gas costs. This resulted from ANR 
Pipeline exercising a market-out provision which permitted it to 
reduce the price it paid for certain high-cost gas purchases. 
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recover their purchased gas costs on a current basis.4 The final 
PGA filings ANR Pipeline and Great Lakes made in 1982 were re- 
flected in the pipelines' rates to MichCon for deliveries of 
natural gas made on or after November 1, 1982. Similarly, Pan- 
handle Eastern's last PGA filing for 1982 became effective on 
September 1, 1982. These were the filings in effect during 
January 1983. 

We analyzed ANR Pipeline's gas purchases for the months of 
January 1981 and January 1983. Our analysis showed that the cost 
of purchased gas per Mcf increased from $2.19 to $2.81, or an 
increase of $0.62 during the period. This was due to an increase 
in cost per Mcf in each NGPA category and a change in the propor- 
tionate quantities of gas purchased from each category. Although 
the total quantity purchased decreased by 27 percent, the quantity 
of old gas (sections 104, 105, and 106) declined by 35'percent, 
while the combined quantities of new gas (sections 102, 103, and 
108) and high-cost gas (section 107) increased by 29 percent. 
Table 10 shows the actual purchases by category during the 2 
months. 

4The three pipelines made semiannual filings with FERC on their 
projected gas costs for the succeeding 6-month period. These 
projections are adjusted to correct for past over-collection or 
under-collection of the gas purchase costs. When permitted to go 
into effect by FERC, the new rates reflecting current gas 
purchase costs became effective on May 1 and November 1 for both 
ANR Pipeline and Great Lakes and on March 1 and September 1 for 
Panhandle Eastern. 
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Tablie 10 

ANR PipgaEi,n~e's Gas Purchases 
by Catergosry $,n ~&tiu~ary 0981 and January 1983 

Category 

Old gas: 
Section 104 
Section 105 
Section 106 

New gas: 
Section 102 
Section 103 
Section 108 

High-cost gas: 
Section 107 

Pipeline purchases: 
Domestic pipelines 
Canadian pipelines 

Total 72.6 

January 1981 
cost Volume 

in Bef per Mcf in Bcf per Mcf 

42.1 $1.28 26.4 $1.52 
0.1 1.82 0.1 2.11 
2.6 0.87 2.8 0.90 

7.2 2.75 8.9 3.45 
3.7 2.71 3.2 2.91 
0.1 3.09 0.2 3.65 

2.7 5.35 5.3 6.79 

3.6 2.54 2.8 4.18 
10.5 4.65 3.5 5.27 

$2,19a 53.2 $2.81a 

aweighted average. 

Source: ANR Pipeline Company. 

January 19883 
Volume cost 

The increase in the average cost, from 
Mcf, reflects both changes in proportionate 
prices. 

$2.19 to $2.81 per 
volumes and changes in 

--The price increase alone (if the purchased volumes of each 
gas price category remained constant) was $0.44 per Mcf. 

--The volume increase alone (if the cost of each category of 
gas remained constant) was $0.10 per Mcf. 

These two factors accounted for 87 percent of the $0.62 price 
increase. The changes in price of various categories of purchased 
gas had a greater effect on the average purchase price than did 
the vglumes of gas purchased in the various categories.5 

5The remainder of the price increase ($0.08 per Mcf) is accounted 
for by combinations of price and volume changes as well as other 
causes. 
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ANR Pipeline attributed the decline in the purchase of the 
inexpensive old gas and the corresponding increase in the purchase 
of new gas and high-cost gas to two major factors. One factor was 
the depletion of ald fields, 
ity of natural gas. 

A reservoir contains a given quant- 
The amount of gas that can be produced econo- 

mically from a reservoir generally declines each year. 
ductive life of a reservoir varies, 

The pro- 
depending on geology and other 

factors; an individual well may produce economically for a few 
years or for 20 years or more. 

A second factor was the higher purchase requirements of newer 
contracts with producers. The long-term contracts between ANR 
Pipeline and its producers contained certain provisions regarding 
the quantity of gas to be delivered periodically to the pipeline 
company. During the period of our review, ANR Pipeline experi- 
enced a significant decline in gas sales due to the economic 
recession, permanent business and industry closings, continued 
fuel conservation by gas consumers, and fuel switching to coal and 
residual oil within the industrial sector. With the sales reduc- 
tion, ANR Pipeline reduced its purchases from producers in accord- 
ance with its contractual obligations. The more recent contracts 
generally had higher purchase requirements than the older con- 
tracts. Thus, the deliveries of the older, lower cost gas were 
reduced to a greater extent than the high-cost contracts. 

ANR Pipeline's rates to MichCon reflected gas purchase costs 
of $2.32 and $3.28 per Mcf for January 1981 and January 1983 
respectively, compared with the $2.19 and $2.81 per Mcf actually 
incurred for those same months. The rates charged the distrib- 
utor, however, included a gas surcharge of $0.12 per Mcf and a 
Louisiana First Use Tax of $0.03 per Mcf in January 1981 and a 
$0.23 per Mcf gas surcharge in January 1983 to correct for past 
under-recovery of gas purchase costs. Our analysis showed that 
the remaining differences were primarily minor variations in the 
price or mix of natural gas actually purchased from what was 
anticipated in the PGA filing that established the rates. 

We also analyzed the purchased gas costs included in Pan- 
handle Eastern's rates to MichCon. (See table 11.) The gas 
purchased costs, as presented in Panhandle Eastern's PGA filings, 
increased from $1.55 per Mcf to $2.56 per Mcf, for the filings in 
effect in January 1981 and January 1983, respectively: this is an 
increase of $1.01 per Mcf during the period. 

--The price increase alone (if the purchased volumes of each 
domestic gas price category remained constant) was $0.43 
per Mcf (43 percent of the $1.01 increase). 

6The Louisiana First Use Tax was later refunded due to a Supreme 
Court decision. 
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--The volume increase alone (if the cost of each category of 
domestic gas remained constant) wals $0.19 per Mcf (19 
percent of the increa'laSe). 

--The purchase of more expensive Canadian pipeline gas in 
1983 accounted for an increase of $0.11 per Mcf (11 percent 
of the increase). 

These three factors accounted for 73 percent of the $1.01 price 
increase. The changes in price of various categories of purchased 
gas had a greater effect on the average purchase price than di 
changes in volumes of gas purchased in the various categories. 3 

7The remainder of the price increase ($0.28 Mcf) is accounted for 
by combinations of price and volume changes as well as other 
causes. 
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Table 11 

Panhandle Eastern Pipe Line*s Gas Purchases 
by GateGory in January 1981 and January 1983 

PGR. filings in effect for the wnth of: 

January 1981 
Volume Cos't 

January 1983 
Volume cost 

Category in Bcf per Mcf in Bcf per Hcf 

Old gas: 
Section 104 
Section 105 
Section 106 

New gas: 
Section 102 
Section 103 
Section 108 

High-cost gas: 
Section 107 

Other 

Pipeline purchases: 
Domestic pipelines 
Canadian pipelines 

Total 754.7 

379.1 $1.00 235.2 $1.04 
1.7 2.68 1.3 3.22 
9.2 0.84 11.5 1.04 

24.8 2.99 43.8 3.58 
78.7 2.67 114.3 3.15 

3.5 3.22 8.8 3.98 

10.6 * 

12.0 

235.1 2.05 

2.74 26.2 6.00 

$1.55a 735.6 $2.56a 

10.5 

243.3 2.96 
39.7 5.02 

aweighted average. 

Source: Panhandle Eastern Pipe Line Company. : 
The cost of the gas increased in all NGPA categories. Also, 

the proportionate quantities of gas purchased by Panhandle Eastern 
from each category changed. Although the total quantity of gas 
purchased by Panhandle Eastern decreased slightly, from 754.7 Bcf 
to 735.6 Ecf (3 percent), the quantity of old gas purchased de- 
clined from 390 Bcf to 248 Bcf (36 percent), and the combined 
quantities of new gas and high-cost gas increased from 117.6 Bcf 
to 194.1 Bcf (65 percent). This shift to higher cost gas supplies 
had the effect of contributing to Panhandle Eastern's rising pur- 
chased gas cost. According to the company, the decline in old gas 
purchased was primarily due to the natural decline in deliverabil- 
ity from the old reservoirs. Panhandle Eastern officials said 
that in the years 1981 to 1983 the company experienced a 37- 
percent decrease in the availability of old gas due to this nat- 
ural decline. 
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As with ANR Pipeline, Panhandle Eastern's rates to MichCon in 
January 1981 and January 1983 differed from its actual gas costs. 
For example, Panhandle Eastern's rates to MichCon in January 1983 
included $3.05 per Mcf for purchased gas costs as compared with 
the $2.56 per Mcf shown in the PGA filing. The additional $0.49 
per Mcf charge to MichCon included a $0.41 per Mcf surcharge 
adjustment to correct for past under-recovery of purchased gas 
costs. 

Great Lakes purchases of Canadian gas were at pre-established 
rates, pursuant to a joint agreement between the United States and 
Canadian governments, from TransCanada Pipelines Limited. Great 
Lakes' purchased gas costs were $4.45 per Mcf in January 1981 and 
$4.90 per Mcf in January t983. 

MichCon's purchases from local producers were made at various 
prices at or near the NGPA ceiling levels. In January 1981 Mich- 
Con paid $2.22 per Mcf compared with $3.08 per Mcf in January 
1983. MichCon estimated that about 84 percent of this supply in 
1983 came from one company under the terms and conditions of seven 
separate gas purchase contracts. MichCon meets at least once each 
quarter with this company to finalize purchase plans in accordance 
with the terms of the contracts. 

TRANSMISSION COSTS 

Transmission costs incurred by the pipeline suppliers are 
incorporated into the rates charged to MichCon. Transmission 
costs include operating and maintenance expenses (including fuel 
usage 1 I depreciation, interest, taxes, and return on preferred and 
common equity. FERC reviews these items during general rate case 
proceedings and provides for their recovery.8 Each pipeline 
company had a general rate case settled in 1981 and 1982.g 

We determined the weighted average transmission costs charged 
to MichCon. The weighted average reflected the proportionate 
amount of MichCon's gas requirement furnished by each pipeline 
supplier. The weighted average charged to MichCon increased from 
$0.65 to $0.94 per Mcf, or about 45 percent, during the 2-year 

81n a general rate case filing, FERC has 30 days to respond after 
which it can suspend the rates for 5 months. After this 6-month 
period has elapsed, the rate goes into effect subject to refund 
when the rate case is finally decided by FERC. 

gANR's 1982 rate case was settled in November 1983, allowing for 
rate changes effective November 1, 1982, May 1, 1983, and 
November 1, 1983. Per the terms of the 1982 rate case settle- 
ment, ANR Pipeline could not file a rate case to become effec- 
tive before November 1, 1984. ANR Pipeline did not file a 
rate case in 1984, so the settlement rates from the 1982 rate 
cases will remain in effect until a new rate case is filed. 
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period ending January 1983. All three pipelines experienced 
higher operating costs, Also, gas sales by ANR Pipeline and 
Panhandle Eastern declined during the period, necessitating the 
recovery of their transmission costs over fewer units. 

We analyzed the changes that occurred in the various cost 
categories during the a-year period ending January 1983. The 
largest increase occurred in operation and maintenance costs. 
This category included various labor, material, and overhead costs 
incurred for the gathering, storage, and transmission functions. 
These costs increased $0.11 per Mcf during the 2-year period. 
According to ANR Pipeline, the increase in this category was 
primarily attributable to the general effects of inflation, 
including increased wage rates. Income taxes increased $0.07 per 
Mcf during the period. ANR Pipeline reported that its income 
taxes increased as a result of an increase in pre-tax*accounting 
income and changes in estimated state income tax rates. Other 
cost categories increased $0.06 per Mcf or less. Table 12 shows 
the transmission costs for January 1981 and January 1983. 



Table 12 

Weiqbterd &ysrauge Transmission 
Costs per Mef ia,Jbnuarv 1981 and Jmuary 1983 

cost category 

Operations and maintenance 

Gas used in operations 

Depreciation 

January 
1981 

- $0.22 

.08 

.12 

Interest .05 

Income taxes .11 

Other taxes .03 

Dividends on preferred stock 

Return on common equity 

.02 

.lO 

Sundry gas revenuesa (0.08) 

Total $0.65 

January 
1983 

$0.33 

.14 

.14 

.lO 

.18 

.03 

.02 

.15 

(0.15) 

$0.94 

Increase 
(Decrease) 

$0.11 

.06 

.02 

.05 

.07 

.05 

(0.07) 

$0.29 

aMainly transportation of gas for other pipeline companies. 

Source: Based on information from ANR Pipeline Company, 
Panhandle Eastern Pipe Line Company, and Great Lakes 
Transmission Company. 

Reduced sales contributed to the higher transmission costs. 
Although sales may expand or contract, many transmission costs 
remain relatively unchanged. Since sales decreased from 1981 
to 1983 for ANR Pipeline and, to a lesser extent, for Panhandle 
Eastern, there were fewer units over which these companies were 
able to recover their tranmsission costs. The weighted average 
transmission costs would have increased from $0.65 to $0.84 per 
Mcf had gas sales remained level, an increase of $0.19 per Mcf. 
The additional $0.10 per Mcf was the result of a reduced level of 
gas sales by the two pipeline companies. 

The return on common equity is considered a part of the 
transmission company's cost of service. For 1981 and 1983, FERC 
allowed ANR Pipeline a return on common equity of 13.125 and 14.75 
percent, respectively, and Panhandle Eastern a return of 13.25 for 
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1981.'0 FERC did not guarantee the companies a specific rate of 
return, but instead provided each company the opportunity to earn 
an equitable return on its invested capital. If certain assump- 
tions and judgments regarding sales volumes and costs proved to be 
inaccurate, the pipeline would earn more or less than the allowed 
rate of return. 

ANR Pipeline surpassed its authorized rate of return on 
common equity in blotch 1981 and 1983. It earned 13.5 percent on 
common equity in 1981 and 18.9 percent in 1983. Panhandle Eastern 
Pipe Line earned 13.5 percent in 1981 and 11.7 in 1983." MichCon 
purchased relatively minor amounts of gas from'Great Lakes, and, 
thus MichCon's purchases did not materially affect Great Lakes' 
profitability. 

SUMMARY 

In 1983, 82 percent of the natural gas delivered to Detroit 
was provided by three pipeline companies, which in turn bought gas 
from producers or other transmission companies. The other 18 
percent was obtained by direct purchases from producers operating 
in Michigan. ANR Pipeline's and Panhandle Eastern's higher gas 
costs between January 1981 and January 1983 reflected (1) higher 
prices per Mcf for gas bought from producers in all NGPA 
categories, (2) a higher proportion of purchases of new gas and 
high-cost gas, and a lower proportion of old gas, and (3) higher 
prices charged by other pipeline companies. Great Lakes' higher 
gas costs for the same period reflected rate increases by the 
Canadian government pursuant to joint agreement between the United 
States and Canadian governments. MichCon's purchases from 
Michigan producers were made at various prices. 

The three pipeline companies' transmission cost per Mcf for 
the relevant time period increased due to (1) higher costs for 
operation and maintenance and other costs and (2) lower sales 
volumes. 

lo1983 return on equity was not separately stated in settlement of 
FERC rate processing. 

llXncludes subsidiary companies. 
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CBAPTER 5 

CVEHNIBW Q3P PRICE CHANGES IN DETROIT 

An overall analysis of the changes in natural gas prices to 
the Detroit consumers for the 2-year period ended January 1983 
shows that the principal factor for the higher prices was the 
increase of purchased gas costs. The purchased gas costs 
accounted for 63 to 71 percent of the price increase for the 
various'claeses of s'ervice. Increased transmission costs 
accounted for 2Q to 22 percent of the increase. Distribution 
costs were responsible for the remaining 7 to 17 percent of the 
increase. Table 13 a;hows the results of this analysis. 

Table 13 

Summary of Changes in Prices per Ncf to HichCon 
Consumers from January 1981 to January 1983 

January 1981 
Service/activity Price Percent 

Residential: 
Gas purchasesa 
Transmission 
Distribution 
Price to consumer 

$2.36 
0.65 

60 $3.30 61 
17 0.94 17 
23 1.17 22 

iim $5.41 im 

January 1983 Increase 
Price Percent Price Percent 

Commercial: 
Gas purchasesa 
Transmission 
Distribution 
Price to consumer 

$2.36 62 
0.65 17 
0.82 21 

$3.83 i-m 

$3.30 62 
0.94 18 
1.04 20 

$5.28 i-m 

Industrial: 
Gas purchasesa 
Transmission 
Distribution 
Price to consumer 

$2.36 65 
0.65 18 
0.64 

$3,65 

$3.30 
0.94 
0.74 

$4.98 

66 
19 
15 

i-m 

aIncludes purchases from producers and other pipeline companies. 

Source: Based on information from Michigan Consolidated Gas 

$0.94 63 
0.29 20 
0.26 17 

$1,49 100 
_I- 

$0.94 65 
0.29 20 

$0.94 71 
0.29 22 
0.10 7 
1.33 i-m 
-- 

Company, ANR Pipeline Company, Great Lakes Transmission 
Company, and Panhandle Eastern Pipe Line Company. 

We also analyzed data on the acquisition, transmission, and 
distribution of natural gas in Detroit to determine the relative 
magnitude of cost changes that occurred during the 2-year period. 
Although the Michigan Commission approved different cost increases 
for each customer class for the recovery of distribution costs, we 
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used an average distribution cost in our analysis. Thus, the 
price we computed does not coincide with the actual price for any 
particular customer class but is representative of ,the,prices for 
all classes. / 

For the 2-year period ending Januatiy 1983, gas purchase costs 
increased from 62 percent to 63 percent of the total end-user 
price, accounting for the bulk of the price increase, as shown in 
figure 1. Transmission costs increased from 17 percent to 18 per- 
cent of the total end-user price, accounting for the next largest 
portion of the price increase. Distribution costs declined from 
21 percent to 19 percent of the total end-user price. Over 40 
percent of the combined transmission and distribution cost in- 
crease was attributable to declines in gas sales at both the pipe- 
line and distributor level, necessitating the recovery of these 
costs over fewer units. The regulatory authorities' provisions 
for increased return on common equity to the distribution company 
and its pipeline suppliers accounted for about 14 percent of the 
price gain. 

Overall natural gas prices increased during the 2-year period 
$1.43 per Mcf (38 percent) from $3.80 per Mcf to $5.23 per Mcf. 
(See figure 1.) The cost of gas increased $0.94 per Mcf (account- 
ing for 66 percent of the total price increase) from $2.36 per Mcf 
to $3.30 per Mcf. Transmission costs increased $0.29 per Mcf (20 
percent of the total price increase) from $0.65 to $0.94 per Mcf 
while distribution costs increased $0.20 per Mcf (14 percent of 
the total price increase) from $0.79 to $0.99 per Mcf. 



$5.OQ 

$4.QO 

$3.00 

$2.00 

$1.00 

$0.00 

Figure 1 

. 

$5.23 

$3.8Q 

$0.79 DiatsZri~bluti~on 

$4X66 Transm~ission 

$2.36 Cost of Gas 

Jan. 1981 

21% 

17% 

$0.99 Distribution 

$0.94 Transmission 

$3.30 Cost of Gas 

62% 

Jan. 1983 

190/o 

18% 

63% 

hJfCe: Based on information obtained from Michigan Consolidated Gas Company, ANR Pipeline Company, Panhandle 
Eastern Pipe Lin’e Company, and Great Lakes Transmission Company. 
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Alfred R. Glancy W 
Chafrmiln & Chfet E.xecutrve Officer 

APPENDIX I 

October 19, 198’4 

Mr. John W, Sprague 
Associate Director, 
Resources, Community, and Economic 

Developlaent Diviafon 
U.S. General Accounting Office 
Washington, D.C. 20548 

Re: GAO Report on Natural Gas Price Increases in Detroit 

Dear Mr. Sprague: 

I appreciate the opportunity to comment on your draft report 
dealing with natural gas price increases in Detroit. Generally, I 
agree with the contents of the report, but I would like to 
emphasize that over 80% of those price increases were due to 
increases in pipeline costs, over which MichCon had very little 
contra 1. Much of these increases were mandated by the Natural Gas 
Policy Act of 1978 in an effort to expand domestic natural gas 
supply. Unfortunately, for reasons discussed below, though 
natural gas supplies have increased, the price of gas has exceeded 
market clearing levels. As a result, there has been a dramatic 
decrease in the demand for gas , particularly in the industrial 
sector, and we are now faced with an oversupply. Indicative of 
this fact is that MichCon’s industrial sales volumes have declined 
by more than 50% since the inception of the NGPA. 

Fortunately , recent actions by the ‘Federal Energy Regulatory 
Commission (FERC) may signal the beginning of an effort to make 
wellhead prices more responsive to demand. In May of this year 
the FERC voted unanimously to elimtnate gas costs from minimum 
bill provisions in contracts between pipelines and local 
distribution companies, thus removing the onerous requirement that 
distribution companies buy gas whether they need it or not. The 
FERC also has under consideration in various proceedings the 
adoption of a modified fixed-variable rate design in which all of 
a pipeline’s fixed costs, except rate of return and related taxes, 
would be recovered through a demand charge and all variable costs 
plus rate of return and related income taxes are recovered through 
the commodity charge. Adoption of this rate design would provide 
incentives for the pipeline to render natural gas service at 
competitive prices by placing a reasonable element of market risk 
on the pipelines. 

However, there are additional steps that can be taken to bring 
wellhead prices in line with the market, and Congress should 
provide the leadership in these areas, 
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First, Congress aho~uld provide the leadership to eliminate, or at 
least 1Lmdt the effect of “indeflrnite price escalator clauses” in 
pipeline/prodXVXr @contracts. With the coming of deregulation on 
January 1, 1985, thea,e elauees will inevitably and arbitrarily 
Increase the field price of deregulated-supply above market 
clearing levels. Instead of allowing for the periodic adjustment 
of contract prices to current market value, such clauses provide 
for price escalation based on various indices that have little or 
no relation to the market value of gas. 

Second, take-or-pay provisions in pipeline/producer contracts 
should also be eliminated or limited because they have kept 
wellhead prices from responding to market forces. Since, because 
of these provisions, pipelines cannot react to a decline in 
conpetitfve fuel prices or a decline in demand by reducing 
purchases, wellhead prices are not reduced to the extent that 
circumstances would otherwise sugges t. Furthermore, take-or-pay 
provisions prevent pipelines from purchasing a least cost mix of 
gas. 

Third; Congress can provide leadership in eliminating the special 
treatment accorded pipelines with regard to the investment tax 
credit. This treatment, under which such credits benefit the 
pipelines’ shareholders only, is based upon a finding of a natural 
gas shortage in 1972 that can no longer be supported. Moreover, 
with the enactment of the NGPA and its price incentives, tax 
incentives are no longer necessary to encourage gas exploration. 
Additionally, to the extent these tax incentives accrue to 
pipeline companies with ~10 gas exploration activity, the current 
treatment is especially egregious. For example, ANR Pipeline 
Company, the supplier of two-thirds of MichCon’s natural gas, 
divested itself of its exploration activity in 1983, however, it 
continues to enjoy the benefit of all the investment tax credits 
it generates on property additions totally unrelated to natural 
gas exploration. 

Pi~ally, Congress should pass legislation that would mitigate the 
adverse effects of the “rates under bond” provision in the Natural 
Gas Act. Under that provision there is no limitation on the size 
of rate increases that pipelines can place into effect. The 
Commission can suspend them for up to five months, but after that 
time they go into effect subject to refund. Moreover, a pipeline 
can file a new rate increase before its last one is approved or 
disapproved, and, in that way, collect, for years, rates which 
have no relationship to what the Commission ultimately finds to be 
just and reasonable. Since 1981 many of the major interstate 
pipelines have refunded, as a result of such general rate increase 
filings, in excess of one billion dollars to its customers. 
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Refunds, however, are of smaL1 consolation because consumers are 
denied the use of their money, and those that can switch to 
cheaper alternate fuel do so. Consequently , this increases the 
fixed cost burden on those who remain on the gas distribution 
system. 

In conclusion, the dynamics of energy use and the natural gas 
,industry have changed considerably since the enactment of the NGA 
and the NGPA. However, federal regulation, fostered by this 
legislation, has not responded appropriately to these changes. 
Consequently, consumers and gas distributors have suffered while 
interstate pipelines have received inordfnant returns on their 
investments. Accordingly, the interstate pipeline industry should 
be restructured to make it more responsive to the market place. 
This can only be accomplished by requiring interstate pipelines to 
assume a reasonable amount of marketing risk and by providing 
incentives for them to change their gas contracting practices. 
Congress should take the initiative in bringing about this 
res true turing. 

Very truly yours, 

ARG/a t 

cc: Robert Andros 

.--------. 
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APPENDIX rP APPENDIX II 

P. CHRISMAN IRIBE 
Vice President 
Planning 

October 19, 1984 

Mr. Robert Andros 
General Accounting Office 
100 Indiana Avenue, N.W. 
Room 308 
Washington, D.C. 20001 

Dear Mr. Andros: 

Thank you for the opportunity to comment on GAO's draft 
report "Natural Gas Price Increases in Detroit." The report is 
objective and accurately sets forth the basic reasons underlying 
gas price increases in Detroit for the two years in question. 

As you correctly stated, FERC does not guarantee the company 
a specific return on common equity, but instead provides the 
opportunity to earn an equitable return on its investments 
considering among other things, business risks and the return in 
the market place provided other forms of capital, mainly long-term 
debt and preferred stock of the stated company. Items that affect 
the Pipeline's actual return on equity but not necessarily con- 
trolled by the FERC are: 1) methods of accounting, 2) earnings 
provided from tax write-off (mainly ITC), and 3) earnings of 
subsidiaries. 

Of the 13.5% return on equity achieved in calendar year 1981 
versus the allowed return of 13.1258, 2.4% was attributable to ITC 
and the earnings of a non-consolidated subsidiary. In 1983, these 
same items contributed 1.9% to the actual return of 18.9% versus 
an allowed return of 14.75%. In addition, the 1983 return 
included 2.2% attributable to the settlement of prior rate case 
issues, a ruling in June 1983 by the Supreme Court for the pricing 
of Company-owned production and the unanticipated severe weather 
sales in the last two weeks of the calendar year. With these 
adjustments, ANR Pipeline earned on a comparable FERC allowed 
basis 11.1% in 1981 and 14.8% in 1983. 

500 Renaissance Center,D&oit,Michigan 48243*(313)496-3827 
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With the purpose of your analysis and report in mind, I would 
like to emphasize that the days of rapidly rising gas prices are 
behind us. Since the winter of 1982-83, due to actions taken by 
pipelines, contractual price and take concessions by producers and 
Canadian suppliers and increasing gas sales, many pipelines, ANR 
among them, have actually reduced the gas price to distributors. 

Sincerely, 

(308558) 
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